Have Federal Spending and Taxation Contributed to the Divergence of State Per Capita Incomes in the 1980s?
ROM THE EARLY 1930s through the late 1970s, per capita incomes rose faster in lowincome than high-income states, resulting in a substantial reduction in the inequality of state per capita income. This trend, however, has been rever-sed in the last decade (figuie 11.1 Per capita income inequality has risen gradually since 1978 and, by 1987, had m'eturned to the levels prevailing in the mid-1960s.' Historically, the federal government's fiscal policies have been linked to regional disparities in economic growth. During the I 970s, for example, it was alleged that federal spending had been biased in favor of the Sun Belt at the expense of the Frost Belt, resulting in more rapid Sun Belt growth and slower Frost Belt growth.' Given the levels of incomne in these two regions, this growth differential reduced income inequality across states. Two recent studies argue, however, that the distribution of grants-in-aid and procurement has shifted toward the New England and mid-Atlantic regions.
4 Such redistri-1 The measure of income inequality used in this article is the coefficient of variation of annual state per capita income across the 48 contiguous states, For each year, the measure indicates the degree of dispersion of state per capita incomes about the mean state per capita income, Because we consider the state to be the appropriate unit of observation, each state is weighted equally in computing the inequality measure. However, Coughlin and Mandelbaum (1988) , p.28, found this unweighted coefficient of variation to be closely correlated with a populationweighted coefficient of variation, and also closely correlated with another commonly used measure of inequality, the standard deviation of the ratio of regional to national per capita income, 'Ray and Rittenoure (1987) and the U.S. Department of Commerce (1988) document the rise of pen capita income inequality between U.S. Census regions since 1979, while Coughlin and Mandelbaum (1988) show interstate income inequality has increased since 1978. Ray and Rittenoure (1987) concluded that changes in energy prices, agricultural prices and world trade patterns contributed to the increasing regional income inequality, while Coughlin and Mandelbaum (1988) concluded that changes in energy prices have contributed to the rise in inequality but that the farm crisis did not, 'See, for example, "The Second Wan Between the States (1977)" and "Federal Spending: The Northeast's Loss is the Sunbelt's Gain (1976) ." 4 See Weinstein and Wigley (1987) and . Table I also shows two factors, personal contributions for social insurance and federal pers onal taxes, that are used below to adjust total personal income. Personal contributions for social insurance are subtracted from total earnings in computing total personal income. As a percentage of total personal income, these contributions rose from 3.4 percent in 1969 to 4.5 percent in 1987. Federal personal taxes, which include individual income, estate and gift taxes, declined from 12.3 percent of total personal income in 1969 to 10.8 percent in 1978, then exhibited little change in the 1980s. They represented 10.7 percent of total personal income in 1987.
To examine how personal taxes and transfers relate to the interstate inequality of per capita income, we compare the inequality (that is, the coefficient of variation) of total personal income with the inequality of income, assuming no federal taxes and no transfer payments exist. The latter measure of income, which we call private income, is derived by subtracting transfer payments from total personal income and adding personal contributions for social insurance. Thus, private income is the sum of total earnings and dividends, interest and rent.
Figure 2 reveals two noteworthy facts about the inequality of private income. First, its trend, generally decreasing through the late 1970s and increasing thereafter, is similar to the trend in the inequality of total personal income. Second, its level is consistently higher than the inequality of total personal income. This suggests that the combined effect of transfer payments and personal contributions for social insurance is to reduce income inequality.
Figure 2 also reveals that nearly all of the difference between the inequality of private income and that of total personal income can he accounted for by transfer payments. The addition of transfer payments to private income produces an inequality measure virtually identical to the inequality of total personal income. Consequently, the effect of contributions for social insurance programs (that is, Social Security, Medicare and unemployment insurance) on in-
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terstate per capita income inequality is negligible. Since most contributions for social insurance are proportional to earnings up to some maximum, this finding is not surprising.
Another factor that has potentially important implications for inequality is federal personal taxes. As figure 2 shows, the coefficient of variation of per capita state income after subtracting federal personal taxes increased at a rate similar to the other inequality measures since the late 1970s. The direct impact of federal taxation can be seen by the consistently lower level of income inequality after federal taxes are subtracted. The lack of a major change in the gap between the inequality measures before and after taxes suggests that changes in the distribution of federal personal taxes in the 1980s have not altered interstate income inequality substantially.
In summary, while the interstate distributions of the federal personal taxes and transfer payments have consistently reduced income inequality, they have had little effect on the change in inequality. Contributions for social insurance have had no substantial influence on either the level or the change in interstate income inequality. Thus, the evidence suggests that the increase in income inequality over the last 10 years is not due to changes in the The figure shows the coefficient of variation for four income measures. Total personal income is transfer payments, dividends, interest, rent and total earnings minus social insurance contributions. Private income is total personal income plus social insurance contributions minus transfer payments. Private income plus transfers is total personal income plus social insurance contributions. Total personal income after federal taxes is total personal income minus federal personal taxes.
distribution of transfer payments, social insurance contributions or federal personal taxes."
FEDERAL FLOW OF FUNDS
The preceding analysis focuses on components of income that, in an accounting sense, can be either added or subtracted to produce different income measures. While this analysis is informative, federal fiscal policy entails numerous tax and spending programs that preclude a straightforward accounting analysis and that may have major income effects at the state level. 'rhese include federal corporate income taxes, excise taxes, federal grants to state and local governments and procurement contracts. This section considers the effects of the broader flows of funds between the federal government and the various economic actors in states including state governments, local governments, individual residents and corporations.
The flow of federal funds to and from a state is usually calculated as a ratio of a state's share of total federal expenditures to its share of total payments made to the federal government.
7 If the ratio is greater than unity, the state receives "While the methcd used in this section suggests the direct impact that the distribution of transfer payments, social insurance contributions and federal personal taxes have on income inequality, it has limitations, If transfer payment programs or federal taxes actually were eliminated, shifts in production, consumption and investment eventually would take place that might lead to changes in interstate income inequality unlike these indicated in figure 2. 7 Advisory Commissicn on Intergovernmental Relations (1980) , Erdevig (1986), and Rymarcwicz (1988) 34~.
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,~,, It is possible, however, that federal fiscal policy could have contributed to the rising inequality if the degree of redistribution diminished in the 1980s. The evidence does not sup- We use these classifications to explore how the federal funds ratio has changed between 1981 and 1987 and whether the change is consistent with rising income inequality. The discussion will focus on federal funds flows in those 20 states in the two "divergent" groups because they were primarily responsihle for the increase in inequality in the 1980s. consistent with the hypothesis that changes in the distribution of federal expenditures and taxes have contributed to rising inequality. To be consistent with rising inequality, the federal funds ratios of upwardly divergent states would have risen, while that of downwardly divergent states would have fallen. In the upwardly divergent states, a rising federal funds ratio would have contributed to the relatively faster growth of these high-income states, resulting in greater inequality in per capita income. In the downwardly divergent states, a falling federal funds ratio would contribute to these states' relatively slow growth. Figure 3 clearly shows the differing trends of the average federal funds ratio and per capita income in the two divergent groups of states. For the upwardly divergent states, the decline of the aver-age federal funds ratio contrasts with the steady increases in per capita incomes. In downwardly divergent states, the federal funds ratio rose sharply since 1983, while per capita income fell relative to the state average. Figure 3 also shows that the federal funds ratio is consistently higher in the downwardly divergent than in the upwardly divergent states. This is consistent with the negative correlations between state per capita income and the federal funds ratios indicating that states with lower per capita income tended to benefit more from the overall federal spending and taxation patterns than high per capita income states.
These findings suggest that neither the levels of, nor changes in, the overall flow of federal funds contributed to the divergence of state per capita incomes through their effects on the divergent states. In conjunction with the more general finding of consistently negative correlations between the federal funds ratio and state per capita income, this evidence suggests that, if it had any impact on per capita income growth, changes in the distribution of the federal funds flow reduced, rather than increased, per capita income inequality in the 1980s.
Federal Expenditures in States
Much of the concern about federal policies that influence state economies involves the distribution of federal expenditures rather than the pattern of federal funds flows or the burden of federal taxes. The interstate distribution of federal spending, particularly defense spend ing, is seen as more discretionary than the fed- On the other hand, table 3 shows that nine of the 10 downwardly divergent states received below-average defense procurement contracts in the three-year periods ending 1981 and 1987. Per capita defense contracts in downwardly divergent states averaged slightly more than half of the national average. More importantly, the share of these states changed little between 1981 and 1987, a fact suggesting no change in the effect of defense spending on inequality.
For the convergent states, the changes in the distribution of federal defense contracts appear to have reduced income inequality. For example, between 1981 and 1987, the share of the nation's per capita defense contracts received by upwardly convergent states rose from 70.3 percent of the U.S. average to 75 percent, while the share of downwardly convergent states declined from 51.8 percent to 46.8 percent.
Thus, at least in the upwardly divergent states, defense spending may have contributed to increasing inequality. in view of the evidence from the other state categories, however, the case for changes in defense spending contributing to increasing inequality is weak.
SUMMARY
Overall, federal fiscal policy does not appear to have been a cause of the increasing inequality of state per capita incomes in the 1980s. The distribution of transfer payments and the burden of federal personal taxes were shown to lower the interstate inequality of income consistently since 1958, while the burden of social insurance contributions apparently had little effect.
The absence of a consistent time series before 1981 on the distribution of federal expenditures and taxes among states, as well as other data limitations, preclude firm identification of causal factors, but the flows of federal funds generally were not distributed in a way that benefited rapidly growing high-income states. On the contrary, upwardly divergent states received lower net inflows of federal funds than downwardly divergent states, and their net inflows declined during the 1980s. While upwardly divergent states tended to receive slightly higher levels of per capita expenditures than downwardly divergent states (largely because of the distribution of procurement contracts), their tax payments were substantially higher as well.
The pattern of change in per capita federal expenditures between 1981 and 1987 was opposite to those one would expect if federal expenditures contributed to the increase in interstate per capita income inequality since 1978. The evidence, however, is consistent with the argument that one major federal spending program-defense spending-could have been a minor factor in the rising inequality of state per capita income this decade.
